Yuan Leaves Dollar in Dust

China Currency Gains As Beijing Is to Host U.S. Treasury Chief
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SHANGHAI, China -- Only days before U.S. Treasury Secretary Henry Paulson is to visit Beijing, the dollar is poised to fall through the key level of seven yuan.

A break below that level, coming after the dollar has plunged against the yuan over the last two weeks, would help the Chinese authorities fend off any suggestions that they aren't letting the yuan rise fast enough. That claim has been frequently leveled at Beijing by Washington, which says that a weak yuan is creating large imbalances in the world economy.

High-level U.S. delegations are by now accustomed to being greeted on arrival in Beijing by brief sprints higher by the yuan. For the most part, China has let the yuan appreciate slowly against the dollar in a tightly managed trading band since it revalued the Chinese currency in July 2005.

But the yuan's surge over the past two weeks may have more to do with a desire in Beijing to keep up the pace of yuan appreciation than with reaching the seven-yuan mark in time for Mr. Paulson's visit. The spurt has followed a lull in the first half of March, when Beijing hosted its annual parliamentary session, the National People's Congress. It is customary that the yuan remains stable during high-level gatherings of China's leadership.

"The yuan's fast rise [over the last week] is mainly political. That's to say it's making up for lost time after the National People's Congress," said a dealer with a local bank.

Market players appear to be betting that the yuan will continue climbing at a faster clip than last year, though not at the torrid pace seen in recent weeks. So far this year, the Chinese currency has gained 4.3% against the dollar, or an annualized rate of 17.4%. In 2007, the yuan rose by 6.9%. Offshore, prices for dollar-yuan nondeliverable forward contracts pointed to a 10.8% yuan rise over the next 12 months based on Thursday's prices.

The dollar was at 7.0105 yuan late Thursday here. That was down from 7.0294 yuan Wednesday in New York and down 1.1% compared with two weeks ago.

China also has a domestic reason to allow a faster appreciation of the yuan: accelerating inflation. The consumer price index soared 8.7% in February from a year earlier after a 7.1% rise in January, marking its fastest pace in nearly 12 years. Food prices were a major factor. A stronger yuan could offset some inflationary pressure by reducing the cost of imported products.

"I think the People's Bank of China is worried that food inflation could turn into headlines inflation. Wages are increasing quite strongly...and for this reason they have to control excess liquidity more tightly," said Sebastien Barbe, an economist at Calyon Credit Agricole CIB.

But much of the yuan's recent gains have been brought about by the dollar's own misfortunes. The U.S. currency has lost almost 8% against the euro and 11% against the yen so far this year, driven down by a slumping U.S. economy and deep rate cuts by a Federal Reserve determined to fight a ballooning credit crisis.

"A moderate appreciation against a depreciating currency is not an appreciation -- it is a depreciation," Standard Chartered economist Stephen Green said in a note to investors last week.
Tellingly, the yuan has depreciated against the euro by about 4% since the beginning of the year.
With the European Union now the largest export destination for Chinese goods, topping the U.S., the currency's moves will do little to rebalance China's trade surplus or slow the tide of foreign money pouring into an economy already swamped with excess liquidity.
According to calculations by Calyon's Mr. Barbe, the yuan has risen only 4.2% on a trade-weighted basis since it was revalued 2½ years ago. It has gained 15.6% against the dollar over that period.

Mr. Paulson arrives in Beijing Tuesday for a three-day visit. He is scheduled to meet with Wang Qishan, who earlier this month succeeded Wu Yi as vice premier, and with other Chinese officials. Mr. Paulson will also give a speech about cooperation on energy and environmental policy.
